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ABSTRACT 

This paper analyzes how the composition of an institution’s 
student body affects performance of that institution’s students, examining 
how average student quality and dispersion in student quality within the 
student body affects individual students' future earnings. The first section 
examines two reasons why one's peers would affect future labor market 
success: peer effects and employer screening. Peers can augment or detract 
from human capital accumulation through numerous types of interactions. 
Employer screening captures the role of one’s fellow students in shaping the 
beliefs of employers about the quality of students at the institution. These 
may affect employers' actions in two ways (the level of student quality may 
affect the intensity by which employers recruit, and the dispersion in 
student quality may affect the degree to which employers screen by ability 
when interviewing students) . The paper reviews relevant research, then uses 
1982 High School and Beyond Survey data to provide additional evidence. 
Findings are consistent with previous research. Overall, level of student 
quality at an institution is an important determinant of earnings. A 100- 
point increase in the median SAT relates to a 3-percent increase in student 
annual earnings. Students with lower SAT scores appear to receive the highest 
premium from attending an institution with a high median SAT. (Contains 21 
references . ) ( SM) 
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I. Introduction 

At the level of elementary and secondary schooling, the question of how the 
quality of one’s classmates affects performance has long been viewed as vital to 
developing effective policies. The answer to this question helps determine the 
potential benefits and costs of policies such as tracking by ability or voucher systems. 
Because of the importance of the topic, it is not surprising that starting with James 
Coleman’s influential report in the 1960s, Equality of Educational Opportunity, much 
time and research has been devoted to furthering our understanding of how one’s peers 
affect performance at these levels of schooling. 

Much less effort, however, has been devoted to understanding how one’s 
fellow students affects performance within higher education. This disparity is not 
necessarily surprising because unlike lower levels of schooling, the government does 
play as large a role in assigning students to institutions. Students have historically 
enjoyed more freedom in choosing which public institution to attend, and the private 
sector in higher education is quite substantial in certain regions of the country. 
Nonetheless, state systems of higher education do regularly face policy decisions that 
require an understanding of how individual students are affected by the other students 
at their institution. For example, the allocation of state resources across institutions 
influence student choice and thereby affect both the variation in average student 
ability across institutions as well as the variation in student ability within each 
institution. 
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In addition to state systems, individual institutions often make decision that 
shape the composition of their student body, and consequently, the potential 
performance of their students. There are numerous examples of these decisions. 
Should more recruiting and aid dollars be spent to secure a substantial number of high 
ability students? When faced with financial troubles, should admission standards be 
lowered to increase enrollment? Should the number of transfer students on campus be 
increased to replace students lost through attrition? Should large amounts of resources 
be devoted to improving honors colleges in order to attract top students? To answer 
any of these questions optimally, institutions must understand the potential 
implications on student performance of adjusting the composition of their student 
body. 

This paper analyzes how the composition of an institution’s student body 
affects the performance of that institution’s students. In particular, we investigate how 
the average student quality and the dispersion in student quality within the student 
body affects the future earnings of individual students. We begin in section II by 
examining the two primary reasons why one’s fellow students would affect future 
labor market success: peer effects and employer screening. Peer effects are important 
because one’s peers can augment or detract from human capital accumulation through 
numerous types of interactions. The literature examining these potential effects is 
growing, and we summarize the work and relate the findings to our specific question. 

The second reason, employer screening, captures the role of one’s fellow 
students in shaping the beliefs of employers about the quality of students at the 
institution. These beliefs may affect employers’ actions in two manners. First, the 
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level of student quality may affect the intensity by which employers recruit at that 
institution. Second, the dispersion in student quality may affect the degree to which 
employers screen by ability when interviewing the institution’s students. We 
formalize this discussion of employer behavior with a screening model. 

The analyses in Section II generate several predictions, and we turn next to 
tests of their validity. After reviewing past research on the topic in Section III, we use 
the 1982 cohort of the High School and Beyond survey in Section IV to provide 
additional evidence. Our findings are consistent with much of the previous literature. 
We find that the level of student quality at an institution is an important determinant of 
earnings; a 100 point increase in the median SAT is related to a 3 percent increase in a 
student’s annual earnings. In addition, students with lower SAT scores appear to 
receive the highest premium from attending an institution with a high median SAT. 

We do not find that the range in ability of one’s peers is a strong predictor of earnings. 
While some evidence suggests that that those at the bottom of the institution’s ability 
distribution suffer a wage penalty from an increased spread in student ability, the 
relationship is fairly weak and not statistically significant. 

II. Theoretical Motivation 

To explain why the composition of an institution’s student body may affect the 
later labor market success of a particular student at that institution, it is important to 
discuss the two primary reasons that a student’s performance would be affected by her 
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fellow students. 1 First, classmates may impact the amount of human capital 
accumulated during college because students are an important input into the 
educational process. Second, present and past students help form the view of 
employers about the future productivity of graduates from an institution. The 
discussion in this section analyzes both the peer effects and employer screening 
explanations in more detail. In addition, implications of these two explanations on the 
earnings effect of average student quality and the dispersion of student quality are 
outlined. 

It is generally accepted that peer effects are an important part of higher 
education. 2 A student’s interaction with her peers in class, study groups, student 
organizations, and social circles can potentially affect how much she learns as well as 
the values and habits she develops. In addition to these individual- level peer effects, 
the student body as a whole may create institutional-level peer effects that influence 
such factors as the speed and depth of the material covered in courses or the norms for 
behavior on campus. 

The importance of peer effects in education was first suggested by the 
influential report Equality of Educational Opportunity which found that the 
characteristics of a student’s peers was a stronger determinant of performance than 
other factors such as teacher characteristics (Coleman et. al., 1966). Other researchers 
continued to focus on peer effects in the K- 12 setting and investigated more complex 

1 Preferential treatment of an institution’s students by successful alumni is a third reason not discussed 
here. 

2 This belief probably underlies the actions of institutions, which expend large amounts of resources to 
secure a high quality student body, and college rankings publications, which base rankings partially on 
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